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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

VELLS, Judge: Respondent deterni ned deficiencies of $5,302
and $4,599 in petitioners’ Federal incone taxes for their 2005
and 2006 tax years, respectively. Respondent al so determ ned
penal ties pursuant to section 6662(a) of $1,055.40 and $827. 80,
respectively. The issues we nust decide are: (1) Wether

petitioners are real estate professionals as defined in section
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469(c)(7)(B); (2) if petitioners are not real estate
prof essionals, whether their rental real estate | osses are phased
out pursuant to section 469(i); (3) whether petitioners are
liable for a section 6662(a) penalty for substanti al
under st atenent of incone tax and/or negligence for 2005; (4)
whet her petitioners are |liable for a section 6662(a) penalty for
negl i gence for 2006; and (5) whether petitioners are liable for a
penal ty pursuant to section 6673(a)(1).1
FI NDI NGS OF FACT

Sone of the facts and certain exhibits have been sti pul at ed.
The parties’ stipulations of fact are incorporated in this
opi nion by reference and are found accordingly. At the tine they
filed their petition, petitioners resided in Pennsylvani a.

Petitioners, Yusufu Yerodin Anyika (M. Anyika) and Cecelia
Franci s- Anyi ka (Ms. Francis-Anyika), are nmarried and filed joint
returns for tax years 2005 and 2006. M. Anyika is enployed as
an engi neer, and he works 37.5 hours per week, 48 weeks per year.
Ms. Francis-Anyika is enployed as a nurse, and she works 24
hours per week.

M. Anyi ka has been purchasi ng, renovating, managi ng, and

selling rental properties since the 1990s. He views his rental

IAIl section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure, unless otherw se
i ndi cat ed.
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real estate activity as a second job and as an investnent.
During 2005 and 2006, M. Anyika owned two rental properties.

Petitioners used TurboTax software to prepare their 2005 and
2006 tax returns, and they did not consult a tax professional.
Petitioners reported $133,117 and $167,630 in wages on their 2005
and 2006 tax returns, respectively. On their 2005 tax return,
petitioners deducted $23,551 in rental real estate |osses. On
audit, respondent disallowed all but $5,428 of the clained
deductions. On their 2006 tax return, petitioners deducted
$15,265 in rental real estate |losses. On audit, respondent
di sall owed the entire anount of petitioners’ clained rental real
estate deductions. As a result of the disallowances and a few
ot her adjustnents that petitioners do not dispute, respondent
adj usted petitioners’ tax liabilities from$14,451 to $19, 753 for
their 2005 tax year and from $20,552 to $25,151 for their 2006
tax year. |In accordance with the adjustnents, respondent
determ ned deficiencies in petitioner’s taxes of $5,302 and
$4,599, respectively, and issued a notice of deficiency.

After receiving respondent’s notice of deficiency,
petitioners tinely petitioned this Court. This case was
originally scheduled for trial on Novenmber 16, 2009, but was
reschedul ed for March 2010. Unfortunately, in spite of the
continuance and in spite of our order conpelling petitioners to

answer respondent’s interrogatories and turn over docunents they
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pl anned to use as evidence at trial, petitioners failed to
provi de respondent with any of the requested itens. Petitioners
contend that they had reached an agreenent with respondent’s
counsel that respondent’s counsel would obtain the requested
docunents fromthe Internal Revenue Service enpl oyee responsible
for auditing petitioners’ returns. Respondent denies that such
an agreenent ever existed. Respondent has nobved, pursuant to
section 6673(a)(1l), for sanctions against petitioners on the
basis of their failure to cooperate with respondent’s requests
for docunents.

OPI NI ON
CGenerally, the Comm ssioner’s determ nation of a deficiency
is presuned correct, and the taxpayer has the burden of proving

it incorrect. Rule 142(a); Wl ch v. Helvering, 290 U. S. 111, 115

(1933). Deductions are a matter of |egislative grace, and
t axpayers bear the burden of proving that they have net all
requi renents necessary to be entitled to the clained deducti ons.

Rul e 142(a); INDOPCO, Inc. v. Conm ssioner, 503 U.S. 79, 84

(1992). The burden of proof on a factual issue that affects a
taxpayer’s liability for tax nmay be shifted to the Conm ssioner
where the “taxpayer introduces credible evidence wth respect to
* * * such issue.” Sec. 7491(a)(1). Petitioners have neither

cl ai med nor shown that they conplied with the substantiation
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requi renents of section 7491(a). Therefore, the burden of proof
remai ns on petitioners. See Rule 142(a).

Section 469 generally disallows any passive activity | oss.
A passive activity is the conduct of any trade or business in
whi ch the taxpayer does not materially participate. Sec.
469(c)(1l). A passive activity loss is defined as the excess of
the aggregate | osses fromall passive activities for the year
over the aggregate incone fromall passive activities. Sec.
469(d)(1). A rental activity generally is treated as a per se
passive activity regardl ess of whether the taxpayer materially
participates.? Sec. 469(c)(2). |In establishing whether a
taxpayer’s real property activities result in passive activity
| osses, each interest in rental real estate is treated as a
separate rental real estate activity unless the qualifying
t axpayer makes an election to treat all interests in rental real
estate as a single real estate activity. Sec. 469(c)(7)(A).

An exception to the rule that a rental activity is per se
passive is found in section 469(c)(7), which provides that the
rental activities of a taxpayer who is a real estate professional
are not per se passive activities but are treated as a trade or
busi ness subject to the material participation requirenents of

section 469(c)(1). Sec. 1.469-9(e)(1l), Inconme Tax Regs.

2Arental activity is “any activity where paynents are
principally for the use of tangible property.” Sec. 469(j)(8).
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A taxpayer qualifies as a real estate professional and is
therefore not engaged in a passive activity under section
469(c) (2) if:

(1) nore than one-half of the personal services
performed in trades or businesses by the taxpayer during
such taxabl e year are perfornmed in real property trades or
busi nesses in which the taxpayer materially participates,
and

(11) such taxpayer perforns nore than 750 hours of
services during the taxable year in real property trades or
busi nesses in which the taxpayer materially participates.

Sec. 469(c)(7)(B). In the case of a joint return, the foregoing
requirenments for qualification as a real estate professional are
satisfied if, and only if, either spouse separately satisfies the
requi renents. 1d. Thus, if either spouse qualifies as a real
estate professional, the rental activities of the real estate
prof essi onal are not per se passive under section 469(c)(2).
Section 1.469-5T(f)(4), Tenporary Incone Tax Regs., 53 Fed.
Reg. 5727 (Feb. 25, 1988), sets forth the requirenents necessary
to establish the taxpayer’s hours of participation as foll ows:
The extent of an individual’s participation in an activity
may be established by any reasonabl e neans. Cont enpor aneous
daily tinme reports, logs, or simlar docunents are not
required if the extent of such participation may be
establ i shed by ot her reasonabl e neans. Reasonabl e neans for
pur poses of this paragraph may include but are not limted
to the identification of services perfornmed over a period of
time and the approxi mate nunber of hours spent performng

such services during such period, based on appoi nt nent
books, cal endars, or narrative summari es.
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Al t hough “reasonabl e neans” may be interpreted broadly, a
post event “bal |l park guesstimate” will not suffice. Mss v.

Commi ssioner, 135 T.C. 365, 369 (2010) (and cases cited therein).

Even if taxpayers fail to qualify as real estate
pr of essi onal s under section 469(c)(7) and nmust therefore treat
| osses fromtheir rental properties as passive activity |osses,
they may still be eligible to deduct a portion of their |osses
pursuant to section 469(i)(1). Section 469(i) provides a limted
exception to the general rule that passive activity |osses are
di sal l oned. A taxpayer who actively participates in a renta
real estate activity may deduct a maxi num |l oss of up to $25, 000
per year related to the activity. The deduction is phased out as
adj usted gross incone, nodified by section 469(i)(3)(E), exceeds
$100, 000, with a full phaseout occurring when nodified adjusted
gross income equals $150,000. Sec. 469(i)(3)(A).

Petitioners contend M. Anyika satisfies the section 469
requi renents for being a real estate professional. To support
their contention, they rely principally on M. Anyika s testinony
t hat he worked the equival ent of 8 hours per day, 5 days per
week, 48 weeks per year doi ng nmaintenance, repairs, and
renovations to petitioners’ rental properties. |In their petition
and at trial, petitioners contended that M. Anyika qualified as
a real estate professional because he had spent at |east 750

hours actively managi ng the rental properties. On Form 4564,
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| nf ormati on Docunent Request, submtted by petitioners during
their audit, petitioners declared, under penalty of perjury, that
M. Anyi ka devoted 800 hours per year to working on the rental
properties during 2005 and 2006. During the trial, the Court
explained that, in order to qualify as a real estate professional
under section 469(c)(7)(B), a taxpayer nust spend at |east 750
hours materially participating in the real estate business and,
additionally, nust devote nore than one-half of his total
personal services working hours to his real estate business.

It was only after the Court had expl ained the |law that M.
Anyi ka understood, for the first tine, that he would have to have
spent at least 1,800 hours engaged in the real estate business in
order to qualify as a real estate professional under section
469(c)(7)(B). After understanding that, to qualify, he had to
spend nore hours engaged in managi ng the rental properties than
he did working as an engi neer, M. Anyika began to contend that
he had spent the equivalent of 8 hours per day, 5 days per week,
48 weeks per year (1,920 hours per year) working on the rental
properties. After being confronted during trial by the evidence
of his prior signed statenent that he worked 800 hours per year
on the rental properties, M. Anyika stated that he was *speaking
frommenory with the exact nunbers”, and that to be sure, he
woul d need to | ook over the nunbers nore closely. |In addition to

M. Anyika s testinony, petitioners submtted real estate titles
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and various bills and receipts to substantiate M. Anyika s work
on the rental properties.

Unfortunately for petitioners, M. Anyika s testinony at
trial that he devoted approxinmately 1,920 hours per year to
wor ki ng on the rental properties contradicts his prior statenent
during the audit that he worked only 800 hours per year on the
rental properties. M. Anyika nade the 800-hour estimate on a
Form 4564, which he signed under penalty of perjury.

We do not find M. Anyika s testinony that he worked
approxi mately 1,920 hours per year on the rental properties
credible. Not only does it contradict his earlier signed
statenent, but it also changed during trial once M. Anyika
realized that he would need to have devoted nore hours to his
real estate properties than to his job as an engineer (i.e., he
woul d need to have spent nore than 1,800 hours working on the
rental properties), instead of the 750 hours he had originally
beli eved would be sufficient for himto qualify as a real estate
prof essi onal under section 469(c)(7).® W therefore concl ude
that M. Anyika was not a real estate professional under section

469(c)(7) for 2005 or 2006. Accordingly, we hold that

SEven if we did find M. Anyika's trial testinony credible,
he admtted in his testinony that his nunbers were sinply an
estimate and that he did not remenber the exact hours; and such a
rough, after-the-fact estimte of his hours would not qualify as
a “reasonabl e neans” of establishing the extent of his
participation in the rental activity. See Miss v. Conm SSioner,
135 T.C. 365, 369 (2010).
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petitioners’ rental activities during 2005 and 2006 were passive
activities pursuant to section 469(c)(2).

Even though we have held that petitioners’ rental activities
were passive, we still nust consider whether petitioners are
eligible to deduct a portion of their real estate |osses pursuant
to section 469(i)(1) because of M. Anyika s active participation
in managing the rental properties. The active participation
standard is net as long as the taxpayer participates in a
significant and bona fide sense in nmaki ng managenent deci sions or
arranging for others to provide services such as repairs. See

Mbss v. Conmi ssioner, 135 T.C. at 371; Madler v. Commi ssioner,

T.C. Meno. 1998-112. It is clear fromthe record that
petitioners fully owm the rental properties and that M. Anyika
has personally been very active in managi ng the rental
properties. Moreover, respondent concedes that M. Anyika
actively participated in real estate activities during 2005 and
2006. Accordingly, we hold that petitioners are entitled to
deduct a portion of their real estate |osses pursuant to section
469(i)(1).

However, petitioners’ inconme is subject to the phaseout
under section 469(i)(3)(A). During both 2005 and 2006,
petitioners’ nodified adjusted gross inconme was nore than

$100, 000, requiring that the $25, 000 maxi mum deducti on be reduced
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by 50 percent of the anobunt by which their inconme exceeded
$100, 000. Sec. 469(i)(3)(A).

We next consider the penalties determ ned pursuant to
section 6662. Subsection (a) of section 6662 inposes an
accuracy-rel ated penalty of 20 percent of any underpaynent that
is attributable to causes specified in subsection (b).

Subsection (b) applies the penalty to any under paynment
attributable to, inter alia, a “substantial understatenent” of

i ncone tax, sec. 6662(b)(2), or “negligence or disregard of rules
or reqgulations”, sec. 6662(b)(1).

There is a “substantial understatenment” of incone tax for
any tax year where the anmount of the understatenent exceeds the
greater of 10 percent of the tax required to be shown on the
return for the tax year or $5,000. Sec. 6662(d)(1)(A). However,
t he amount of the understatenent may be reduced by any portion of
the understatenent attributable to any itemfor which there was
substantial authority for the taxpayer’'s treatnent, or with
respect to which the relevant facts were adequately disclosed on
the taxpayer’s return and there was a reasonable basis for the
taxpayer’s treatnment. Sec. 6662(d)(2)(B)

Section 6662(a) al so inposes a penalty for negligence or
disregard of rules or regulations. Under section 6662(c),
“negligence” is “any failure to make a reasonable attenpt to

conply with the provisions of this title”. W have defined
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negligence as “a lack of due care or a failure to do what a
reasonabl e and prudent person would do under the circunstances.”

Bunney v. Conm ssioner, 114 T.C 259, 266 (2000). Failure to

mai nt ai n adequat e books and records or to substantiate itens
properly constitutes negligence. Sec. 1.6662-3(b)(1), Incone Tax
Regs. A taxpayer is considered to have disregarded rules or
regul ations even if such disregard is “carel ess”, neaning that
t he taxpayer “does not exercise reasonable diligence to determ ne
the correctness of a return position that is contrary to the rule
or regulation.” Sec. 1.6662-3(b)(2), Incone Tax Regs.

CGenerally, the Comm ssioner bears the burden of production
W th respect to any penalty, including the accuracy-rel ated

penalty. Sec. 7491(c); Hi gbee v. Commi ssioner, 116 T.C. 438, 446

(2001). To neet that burden, the Conm ssioner nust cone forward
with sufficient evidence indicating that it is appropriate to

i npose the relevant penalty. Hi gbee v. Conm ssioner, supra at

446. The Conm ssi oner has the burden of production only; the
ultimate burden of proving that the penalty is not applicable
remai ns on the taxpayer. 1d.

Respondent contends that the section 6662 penalty for 2005
is justified on the basis of substantial understatenent of incone
tax and/or negligence. See sec. 6662(b). For their 2005 tax
year, petitioners understated their tax liability by $5, 302, an

amount which is greater than both $5,000 and 10 percent of the
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anount required to be shown on their return, $1,975. Petitioners
do not argue that the anount of their understatenent should be
reduced because they had substantial authority for any item or
because their position with respect to any item was adequately
di scl osed. Accordingly, we hold that petitioners are liable for
the section 6662(a) and (b)(2) penalty for 2005 because they
substantially understated their incone tax.

Respondent contends that petitioners are liable for the
section 6662 penalty for 2006 on the basis of negligence. See
sec. 6662(b)(1). Petitioners did not consult a tax professional
when preparing their return for either year. Rather, petitioners
based their deductions on their belief that M. Anyika was a real
estate professional. However, petitioners have not expl ai ned how
they arrived at their conclusion that M. Anyika qualified as a
real estate professional, and M. Anyi ka acknow edged during
trial that he had m sunderstood the rel evant statute and the
requirenents for being a real estate professional. A reasonable
person in M. Anyika s position, understanding that the tax | aw
governi ng the deductions he clained was conpl ex, woul d have
consulted a tax professional instead of nerely assum ng that he
qualified on the basis of his own conclusions. Even if M.

Anyi ka had been correct in his understanding of the | aw, he was
negligent in ensuring that he conplied wwth it. At trial, M.

Anyi ka was unsure of the nunber of hours he had spent working on



- 14 -

the rental properties, and his testinony and prior statenent
regardi ng the nunber of those hours were inconsistent. It is
clear that M. Anyika did not carefully docunent the hours he
wor ked on the rental properties and that petitioners therefore
failed to keep records adequate to substantiate the deductibility
of their real estate |osses. Such a failure is evidence of
negli gence. See sec. 1.6662-3(b)(1), Income Tax Regs. On the
basis of the record, we conclude that respondent has net the
burden of production in showi ng that petitioners were negligent
in preparing their tax returns for 2005 and 2006.

Section 6664(c) provides a reasonabl e cause and good faith
exception to penalties under section 6662. Section 6662
penalties will not apply to any portion of an underpaynent to the
extent that the taxpayer had reasonabl e cause and acted in good
faith for that portion. Sec. 6664(c)(1). The decision as to
whet her the taxpayer acted with reasonable cause and in good
faith depends upon all the pertinent facts and circunstances.
See sec. 1.6664-4(b)(1), Incone Tax Regs. Relevant factors
i nclude the taxpayer’s efforts to assess his proper tax
l[tability, including the taxpayer’s reasonable and good faith
reliance on the advice of a professional such as an accountant.
See id. Furthernore, an honest m sunderstanding of fact or |aw

that is reasonable in the |ight of the experience, know edge, and
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education of the taxpayer may indicate reasonabl e cause and good

faith. See Reny v. Commi ssioner, T.C Meno. 1997-72.

Petitioners contend that they used TurboTax software to
prepare their returns for both years and that the software
programis to blame for any m scal culations in their incone.
However, petitioners have not provided any evi dence show ng the
information that they entered into the software program a
prelimnary show ng that would be required to deci de whether the
software programis in any way at fault for petitioners’

under paynent. See Paradiso v. Conm ssioner, T.C Meno. 2005-187.

Such software is only as good as the information the taxpayer

puts into it. See Bunney v. Conm ssioner, supra at 267. W have

hel d that the m suse of tax preparation software, even if
uni ntentional or accidental, is no defense to penalties under

section 6662. See Lamyv. Comm ssioner, T.C Mno. 2010-82.

Respondent has produced evidence that petitioners were
negligent in not maintaining records necessary to substantiate
that M. Anyika qualified as a real estate professional and that
they did not act as reasonabl e persons would have to ensure their
conpliance wwth the tax |laws; and petitioners have not shown that
their deficiencies were due to anything other than their own
negl i gence or disregard of the rules and regul ations.

Petitioners are therefore liable for the section 6662 penalties.

See Higbee v. Conmi ssioner, 116 T.C. at 449. Their use of
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Tur boTax does not establish reasonabl e cause and good faith. See

Lam v. Conm SsSi oner, supra.

Respondent has satisfied the burden of production with
respect to the section 6662(a) penalties. Petitioners’
under statenment of inconme tax on their 2005 return is substanti al
under section 6662(d)(1) (A because it exceeds $5,000 and is
greater than 10 percent of the anmpbunt required to be shown on
their return. Petitioners’ 2005 and 2006 returns were both filed
negligently. The burden therefore is on petitioners to prove
they acted with reasonabl e cause and in good faith. W concl ude
that petitioners failed to carry their burden. Accordingly, we
hold that petitioners are liable for the section 6662(a)
accuracy-rel ated penalties for their 2005 and 2006 tax years.

Finally, we consider whether petitioners are liable for a
penal ty pursuant to section 6673(a)(1l). Section 6673(a)(1)
provides that this Court may require the taxpayer to pay a
penalty not in excess of $25,000 whenever it appears to this
Court that: (a) The proceedings were instituted or maintai ned by
the taxpayer primarily for delay; (b) the taxpayer’s position is
frivol ous or groundless; or (c) the taxpayer unreasonably failed
to pursue avail able adm nistrative renedi es. Respondent has
noved that the Court inpose a penalty, contending that

petitioners instituted or maintained this proceeding primarily
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for delay and that petitioners’ position is frivolous or
groundl ess.

Al t hough petitioners’ behavior was negligent and evidenced a
| ack of respect for the relevant |aw and the Court’s procedures,
it does not appear fromthe record that petitioners’ primry
purpose in instituting or maintaining their case was del ay.
Petitioners were uncooperative and failed to reply to
respondent’ s requests for docunents or to this Court’s order
conpel ling the sanme, but we note that petitioners are pro se and
to a certain extent appeared confused by the proceedings. No
doubt their confusion was due in part to M. Anyika' s failure to
read sone of the docunents sent to him but negligent
di sorgani zati on does not anount to purposeful delay.

Addi tionally, although petitioners were m staken about the
applicable | aw and al though the evidence they offered did little
to support their position, their shortcom ngs do not make their

case frivolous or groundless. See DeMdss v. Comm ssioner, T.C

Meno. 1993-636. Accordingly, we decline to inpose a penalty
under section 6673.

I n reaching these hol dings, we have considered all the
parties’ argunents, and, to the extent not addressed herein, we

conclude that they are noot, irrelevant, or wthout nerit.



To reflect the foregoing,

An appropriate order and

decision will be entered.




